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WASHINGTON, DC 20416

January 5, 2007
Licensed Smdll Business Investment Companies
John Wilmeth, Chief--Data Management Staff

Y ear-end Financid Reporting Requirements

Under 8107.630 of the SBA regulations, each Licensee must file an Annud Fnancid
Report, SBA Form 468, within three months from the close of itsfiscd year. For example,
if your fiscd year end is December 31, 2006, you must file Form 468 no later than March
31, 2007.

In accordance with §107.504(a), you must prepare Form 468 e ectronicdly using the
Windows version of the Form 468 e ectronic reporting software provided by SBA. SBICs
with outstanding Participating Securitiesand/or Prioritized Payments must use the
newly updated version 3.0 of the electronic reporting softwar e, as discussed in
Section 1 of this memo.

This memo provides information concerning the Form 468 software and guidance on SBIC
audit and financid reporting issues. Please review this material and provide your
independent public accountant with a copy of this memorandum.

Section 1: Which Version of the Software Should | Use?

Debenture and Non-lever aged SBI Cs may continue to use version 2.0 of the dectronic
reporting software. Users of version 2.0 should aready have downloaded and applied the
software patch that was made available in February 2005. This patch contains current

OMB form expiration dates and includes some technical modifications that address
anomalies encountered when generating SBA Form 1031 data. If you have not aready
applied the patch, you must download it from www.sha.gov/INV/extra. When you type this
address, you will be asked for auser name and password. Enter “inv” for the user name and
“software” for the password (do not include the quotation marks). When the web page
loads, scroll to theicons labeled for downloading the patch and click the appropriate one
(either the corporation or partnership form).




Debenture and Non-leveraged SBICs may eect to prepare Form 468 using the newly
updated version 3.0 of the eectronic reporting software (available for limited partnerships
only). Thisversgon contains minor changes to certain line itemsin the basic financia
satements, primarily to accommodate accounting changes affecting Participating Securities
SBICs. If you want to download version 3.0, follow the ingtructions in the next paragraph.
Debenture and Non-leveraged SBICs are not required to use version 3.0.

Participating Securities SBI Cs (including SBICs with outstanding Participating Securities
and/or Prioritized Payments) must prepare Form 468 using the newly updated version 3.0 of
the eectronic reporting software. The changes contained in thisverson are discussed in
Section 6 of thismemo. Since dl Participating Securities SBICs are organized as limited
partnerships, SBA has made only a partnership form available at thistime. Verson 3.0 can
be downloaded from www.sba.gov/INV/extra. When you type this address, you will be
asked for auser name and password. Enter “inv” for the user name and “ software” for the
password (do not include the quotation marks). When the web page loads, click on theicon
labeled for downloading version 3.0.

If you are unable to download verson 3.0 of the e ectronic reporting software, you may
request a copy on CD-ROM by sending an emall to the Investment Divisori s mailbox at
shic@sha.gov. Please type “Request for SBIC Reporting Software’ in the subject line of
your email and include in the body of the email your complete mailing address. If you would
like SBA to send the software by Federa Express, please provide your FedEx account
number.

If you are upgrading an existing installation of the software, do not uninstall the
current copy of the electronic reporting softwar e until after you have installed the
new version of the software and imported your existing data into the new version.
Not following this sequence could result in the loss of your reporting data.

Note that the Ingtructions for Preparation of the Form 468 and the Electronic Reporting
Software Manual are dso available at www.sba.gov/INV/extra.

Section 2: Filing Reguirements—SBA Form 468

1. A completefiling of Form 468 conssts of the data files created by the eectronic
reporting software; two printed-out sets of the financid statements and supplementary
schedules (including the Sgned management certifications, one of which must have origina
sgnatures); and two copies each of the Operating Plan Update narrative (for Licenseeswith
outstanding SBA leverage or commitments), the Independent Auditor's Report, and the
Notes to Financia Statements.

2. Send the paper copies of the Form 468 to the following address. U.S. Smdl Business
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Adminigtration, Investment Division, Attention: Antoinette Shingler, 409 3" Street SW, Suite
6300, Washington, DC 20416.

3. Transmit the Form 468 data files created by the electronic reporting package to the
Investment Divison viaeectronic mail or diskette. If you send the Form 468 datafilesvia
emall attachment, please state in the subject line of the email whether the Form 468 isan
annud, quarterly, or economic impact filing.

4. Under Section 315(a) of the Smdl Business Investment Act of 1958, SBA may impose
alaefiling penaty of $100 per day for every day the report islate.

5. Whereit isimpracticd to file the report within the prescribed time, you may request
additiond time. The request must be in writing and should be addressed to your area chief
or assgned financia analyst in the Office of SBIC Operations. We must receive your
request before the filing due date (see 8 107.670 of the regulations). Y ou may send
extenson requests by letter, fax or dectronic mail (email is preferred). Our main fax number
is (202) 205-6959.

6. Form 468 includes an unaudited schedule caled "Economic Data for Portfolio
Concerns' (page 22) which asks for information about the revenues, employees and tax
payments of companiesin your portfolio. If you need extratime to obtain the information
needed for this schedule, you may file Form 468 without it and submit it separaidy when it is
completed. Attach a cover letter to your hard copy filing of Form 468 saying that the
Economic Data schedule will be filed separately. Y ou may take up to two months beyond
your normd filing deadline to submit the schedule (see 8107.630(a) and (€) of the regula-
tions). Y ou do not need to request aforma extension aslong as you file the remainder of
Form 468 on time. When you have completed the Economic Data schedule, send your
Form 468 datafilesto SBA a second time viadectronic mail or diskette along with two
paper copies of the schedule. Note: The information provided in the Economic Data
scheduleiscrucial to effortsby SBA and the SBIC industry to maintain support for
the SBIC program. SBA will closely monitor compliance with thisreporting
requirement.

7. Indudry information shown on the Form 468 Schedule of Loans and Investments (page
11 inversion 3.0 or page 12 in verson 2.0) must be reported using NAICS Codes. The
SBA no longer uses SIC Codes. You can find the NAICS Code for agiven industry on the
web at www.census.gov/NAICS. Enter an industry description and click on the button titled
NAICS Search on the left Side of the page to find the NAICS Code for agiven industry.

8. Mature funds that are no longer making new investments are reminded to comply with
§107.590(c) which requires the submission of awind-up planto your assgned SBA financid
andyds.



Section 3: Valuation Reporting

1. Along with the paper copies of your SBA Form 468, please submit the valuation reports
you prepare internally to support the vauations shown on Form 468 for each portfolio
company. Thereisno SBA-mandated format for these reports.

Section 4: Conduct of the Annual Audit

1. Confirmations. For Licensees with SBA leverage, auditorstypically request that SBA
confirm the outstanding balances. To alow us to answer these requests as quickly as poss-
ble, please send confirmations to the following address. U.S. Smdl Business Adminigtration,
Attention: Michelle Gierwatoski, 721 19" Street, 3" floor, Denver, CO 80202.

Reguests can dso be faxed to Michelle Gierwatoski at (202) 481-4621.

Pease note that the Denver office can confirm a Licensee’ s outstanding Participating
Securities balance, but is not in a position to confirm the accumul ated Prioritized Payments.
SBA recommends that al SBICs with Participating Securities leverage complete the
Prioritized Payment section of the Participating Securities Digtribution Worksheet for this
purpose.

2. Auditing Standards. Audits are to be performed in accordance with generally
accepted auditing standards (GAAYS). 1t isnot necessary to follow government auditing
standards.

3. Auditor’sOpinion. Thefinanciad statements cortained in the Annud Report, SBA
Form 468, are to be the subject of the independent public accountant's opinion and must be
referred to specificdly in the opinion. SBA recognizes that various GAAP changes in recent
years have resulted in severd significant differences between SBA Form 468 and GAAP
financid statements (including, but not limited to, the treetment of unrealized gairvloss,
presentation of financia highlights, valuation of certain loans and investments, and treatment
of Participating Securities, prioritized payments and SBA profit participation.). Asaresult,
the financid statement presentation on Form 468, based on SBA’s * Accounting Standards
and Financia Reporting Requirements for SBICS’ and this memo, may be considered an
Other Comprehensive Basis of Accounting (*OCBOA”) and auditors may eect to provide
SBA with an OCBOA opinion rather than a GAAP opinion, with the auditor’ s report sating
that the financia statements have been prepared in accordance with accounting practices
prescribed or permitted by the US Smal Business Adminigtration SBA has no objection to
this practice provided there is appropriate footnote description of the SBA-GAAP
differences.

4. Special Reporting Requirement for SBICs. Under Public Law 104-208, effective
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October 1, 1996, the annud audit of an SBIC must include "a statement by the independent
certified public accountant” that a Licensee's vauations were prepared in conformity with its
SBA-gpproved vauation policy. This provison isincduded in section 310(d) of the Small
Business Investment Act of 1958, as amended, and §107.503(€)(2) of the SBA regulations.
SBA has determined that this legd requirement can be satisfied through the use of an
explanatory paragraph in the auditor's report on the Form 468 financial statements. For
further information, please see section 1V, paragraph B, of “ Accounting Standards and
Financid Reporting Requirements for SBICS’. Please note that this requirement gpplies only
to reports on SBA Form 468 and not to reports on any other financia statements that an

SBIC may prepare.

Section 5: Accounting M atters— General

1. Financial Highlights. SBA does not require “Financid Highlights’ of the type
described in AICPA Statement of Position 95-2.

2. Organization Cogts. In accordance with AICPA Statement of Position 98-5 (issued
April 3, 1998), organization costs of SBIC should be expensed asthey areincurred. This
accounting treatment applies only to organization costs, not to SBA leverage fees or
partnership syndication costs.

3. Investmentsin Flowthrough Entities. The Statement of Operations Redlized (page
4P or 4C of Form 468) includes aline for “Income (Loss) from Investmentsin
Partnerships/Fow-through Entities’ (line 3). Investorsin such entities typicaly use the equity
method of accounting, under which the cost basis of the investment is adjusted at the end of
each accounting period to recognize the investor's alocated share of earnings or losses, and
the amount of the adjustment isincluded in the net income of the investor. However, SBA
has determined that this method is not appropriate for investors such as SBICs, which
account for their investments at fair value, and has changed its accounting guidelines
accordingly.

Under SBA’s guiddines, ingtead of using the equity method, Licensees with portfolio
invesments in floa-through entities must report these investments e their fair vaue in the
Statement of Financia Position, with the difference between cost and value reflected as
unrealized appreciation or depreciation. Any income or loss adlocated to the Licensee may,
if gppropriate, be afactor in the Licensee's estimate of the investment's fair value, but such
adlocations are not recognized as income or loss in the Statement of Operations Redlized;
furthermore, the Licenseg's cost basisis not adjusted to reflect such alocations. Licensees
are to recognize income or loss when realized upon dispostion or liquidation of al or part of
their ownership interest. Income is aso recognized when the Licensee receives adidribution
from the investee, other than areturn of capita (which does not result in the recognition of
income, but is trested as a reduction of the Licensee's cost basis).



4. Consolidation of Portfolio Companies. For most SBICs, the reporting entity isthe
SBIC only (for exceptions, see section V, paragraph C, of “Accounting Standards and
Financia Reporting Requirements for SBICS’). Portfolio companies should NOT be
consolidated, consstent with the FASB'’ s deferrd of the gpplication of FIN 46 to
nonregistered investment companies.

5. “Blocker” Corporations. Under 8107.720(b)(3), an SBIC can receive SBA
approvd to form one or more wholly-owned corporations through which it provides
financing to small businesses organized as LL Cs, limited partnerships, or other flow-through
entities, in order to avoid causng tax-exempt investors in the SBIC to incur unrelated
business taxable income (UBTI). Under these circumstances, the SBIC should report its
invesiment on page 11 (verson 3.0) or 12 (verson 2.0) of Form 468 under the name of the
eigible smdl busnessthat isthe ultimate recipient of thefinancing. In acomment fied, the
SBIC should indicate the name of the blocker corporation through which it holds the
investmen.

Section 6: Accounting M atter s— Participating Securities

1. Classification of Participating Securitiesunder FAS 150. The FASB has issued
FAS 150, “Accounting for Certain Financid Instruments with Characterigtics of Both
Liabilitiesand Equity.” SBA’sview isthat this Statement requires the outstanding principa
baance of Participating Securities to be reported as aliability. SBA hasissued verson 3.0
of SBA Form 468, which dassfies outdanding Participating Securities as aliability to
conform to this requirement. SBICs with outstanding Participating Securities leverage and/or
Prioritized Payments must download version 3.0 (see Section 1 of thismemo) and useit to
prepare their December 31, 2006 financia reports.

2. Treatment of Prioritized Payments and L everage Fees. Inaddition to the
classification of outstanding Participating Securities as aliability, verson 3.0 accommodates a
number of other changes related to FAS 150. “Earned” Prioritized Payments, Char ges
and Adjustments, which an SBIC is obligated to pay to SBA based on its profits, will be
reported as interest expense in the Statement of Operations Redlized (line 118). Any amount
that is*Earned” but unpaid as of 12/31/06 will be reported on line 33b of the Statement of
Financal Pogtion This presentation will require an adjustment to net income in the
Participating Securities Digtribution Worksheet; see Section 7 of this memo.

“Accumulated” Prioritized Payments”, which an SBIC is not obligated to pay, should
not be accrued because of their contingent nature but should be disclosed in a footnote to the
financid statements. Congstent with the characterization of participating securitiesasa
ligbility, leverage fees from 2005 and later years that are associated with these instruments
must be treated as deferred financing costs, not as syndication costs, SBA encourages (but
does not require) reclassfication of leverage fees paid in 2004 and earlier years. The
summary of sgnificant accounting policies accompanying the financid statements should



clearly describe the accounting treatment of leverage fees, including any differences between
fees paid before and after December 31, 2004.

3. Prioritized Paymentsand Profit Participation Not Subject to FAS 133. SBA is
aware that some SBIC accounting practitioners have consdered whether the prioritized
payment and/or profit participation festures of the Participating Securities may be subject to
the requirements of FAS 133, “Accounting for Derivative Instruments and Hedging
Activities” This Statement, if applicable would require SBICs to report prioritized payments
and profit participation potentialy dueto SBA as liabilities measured at estimated fair vaue.
For the purpose of reporting to SBA on Form 468, SBICs should not treat potential SBA
prioritized payments or profit participation as a derivative insrument per FAS 133.
Prioritized Payments should be presented in accordance with Section 6, item 2 of this memo.
Any actud profit participation that has been caculated as of December 31, 2006 and is
payable to SBA as arequired annua distribution by the May 1, 2007 payment date should
be shown in the Statement of Financid Position on line 33c.

4. Tax ldentification Number. If you have issued Participating Securities and are
preparing aK-1 for SBA, our tax identification number is 53-0215587.

Section 7: Participating Securities Distribution Wor ksheet

1. Required Submission of Distribution Worksheet. If you have issued Participating
Securities, please complete and submit the Participating Securities Digtribution Worksheet in
addition to your SBA Form 468. Y ou must use the worksheet to do the caculations
required by 88107.1510 through 107.1560 at the end of each fisca year, beginning with the
first year in which you issued Participating Securities. Even if you have no profits as of the
end of a particular year and will not be making any didtributions, you must go through the
gpplicable sections of the worksheet, such as the computation of Accumulated Prioritized
Payments and Adjustments. Specificaly, you should complete the following sections:

The preliminary information at the very beginning of the worksheet (lines 1 through 5)
Section I: Earmarked Profit (Loss)

Section I1: Liquidity

Section I11: Prioritized Payments

Section 1V: Profit Participation (Parts V-1 and V-2 only)

KRR KRR

N

Requirementsfor SBICsMaking a Required or Optional Digtribution. If the
Participating Securities Digtribution Worksheet indicates you must make a required year-end
digribution, or if you wish to make an optiona distribution, please telephone or email both
your SBA financid andyst AND Julie Stroh (202-205-7504, julie.stroh@sba.gov) as soon
aspossble. SBA regulations require that you notify us (i.e., submit acompleted distribution
worksheet and any necessary supporting documentation) at least 10 business days prior to
any digribution. Required year-end distributions for Calendar Y ear 2006 must be made no
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later than May 1, 2007. Also, be aware thet Participating Security redemption payments
made after November 1, 2006 will be applied on the February 1, 2007 Payment Date;
redemption payments made after February 1, 2007 will be applied on the May 1, 2007
Payment Date.

3. Requirementsfor SBICsNot Making a Digtribution. If the distribution worksheet
shows that no distribution is required and you do not plan to make an optiona digtribution,
submit your worksheet in hard copy only to: U.S. Smal Business Adminidration, Invesment
Division, Attention: Julie Stroh, 409 3" Street SW, Suite 6300, Washington, DC 204186.

4. Downloading the software. The digtribution worksheet can be downloaded from
www.sba.gov/INV/extra. When you type this address, you will be asked for a user name
and password. Enter “inv” for the user name and “ software’ for the password (do not
include the quotation marks). Scroll to the Participating Securities Digtribution Worksheet
Software section at bottom of the page and click on the download button. Please note
that the current version of the softwareisVersion 3.0. You must usethisversion if
you have lever age drawn against a commitment issued by SBA on or after October
1, 2001. Older versionsdo not allow you to correctly enter the annual chargeon
such leverage. Also, if you have previoudy used older versions of the wor ksheet
and now must switch to Version 3.0, you must enter all your current information in a
new (blank) copy of Version 3.0 (you can open a previous worksheet in 3.0 and edit
it, but it will till bein itsoriginal version, not in 3.0).

5. Calculation of “Earmarked Profit”. If you had Earned Prioritized Payments, Charges
and/or Adjustments during 2006, i.e. Prioritized Payments that you were obligated to pay to
SBA based on your profits, please note that SBA is now requiring these amounts to be
reported on Form 468 as interest expense in the Statement of Operations Redized, in
accordance with FAS 150 (see Section 6, item 2 of thismemo). However, for the purpose
of completing section |-3 of the Participating Securities Digtribution Workshedt, this interest
expense must be excluded from year-to-date net income on line 1 to calculate Earmarked
Profit correctly and avoid double-counting.

6. Calculation of “ Excess Management Expense’. Inthe caculaion of Excess
Management Expense (section |-2 of the Participating Securities Distribution Workshegt),
on line 5 you must enter the gross management fee computed under your approved
management fee formula, before any offsats for fee income earned by Associates. If you
report your management fee expense net of offsets on Form 468, please include a
reconciliation of the gross and net management fee figures with your distribution worksheet
submisson. Note: If you have previoudy made one or more distributions based on
distribution worksheets in which Excess Management Expense was cdculated using a net
management fee, you will not be required to restate those worksheets.

Section 8: Other Available | nformation
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1. Two accounting-related documents are available on the SBIC program web Ste
http://www.sba.gov/INV: (1) Accounting Standards for SBICs and (2) Chart of Accounts
for SBICs. These items were published in August 1999 as appendicesto SBA SOP 10 06,
“Oversgght and Regulation of Small Business Investment Companies” Find them on the web
ste by clicking on “For SBICs’. We encourage you to download and review these
materids.

2. If you have any questions concerning SBIC accounting, financia reporting, or
participating securities digtributions, contact Julie Stroh at (202) 205-7504 or Carol Fendler
at (202) 205-7559.

3. For questions concerning electronic reporting, contact Ed Watkins at (202) 205-7071.

4. For questions concerning Form 468 filing confirmations, contact Antoinette Shingler at
(202) 205-6517.

5. For other matters, including valuation reporting, cortact your Area Chief or account
executive.



